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INSTRUCTIONS TO CANDIDATES 
The examination has two sections: 
Section A:  
Suggested Time: 90 
mins     
Multiple Choice Questions: Answer ALL 35 questions 
Marks as indicated by lecturer 
Section B:  
Suggested Time: 90 
mins 
Short Answer Questions: Answer 4 of 4 questions 
Marks as indicated by lecturer 
 
Section A must be answered on the Multiple Choice Answer sheet provided and must be handed in 
with your answer booklet.  Please ensure that your name and student number are clearly indicated on 
your Multiple Choice Answer Sheet and at the top of this examination paper. 
 
Section B is to be answered in separate booklet. 
1.2 Note that questions ARE NOT of equal value. 
1.3 Read ALL questions carefully. 
1.4 Do not commence writing until instructed to do so. 
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Section A 
Multiple Choice Questions 
Total No of Marks for this section:  50 
This section should be answered on the Multiple Choice Answer sheet.  Please ensure that your 
name and student number have been written on the Multiple Choice Answer sheet and place 
in the completed answer Booklet. 
Answers should be clearly marked, using black or blue pen. DO NOT write in pencil. If a choice 
for a particular question is subsequently discarded and a new answer chosen, cross out the 
original answer & clearly mark the new answer.  
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Section B 
Short Answer Questions 
Total No of Marks for this section:  50 
 
This section should be answered in the Answer Booklet provided. 





Firm 1 has a capital structure with 20 percent debt and 80 percent equity. Firm 2’s 
capital structure consists of 50 percent debt and 50 percent equity. Both firms pay 7 
percent annual interest on their debt. Finally, suppose that both firms have invested in 
assets worth $100 million.  
Required: 
Calculate the return on equity (ROE) for each firm, assuming the following: 
a.  The return on assets is 3 percent. 
b.  The return on assets is 7 percent. 
c.  The return on assets is 11 percent. 
 
What general pattern do you observe? Please explain in your own words.  
 




 Trojan Ltd  is an all-equity firm subject to a 30 percent tax rate. Its total market value 
is initially $3,500,000. There are 175,000 shares outstanding. The firm announces a 
program to issue $1 million worth of bonds at 10 percent interest and to use the 
proceeds to buy back common stock. Assume that there is no change in costs of 
financial distress and that the debt is perpetual. 
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 Required: 
 a. What is the value of the tax shield that Trojan Ltd. acquires through the bond 
issue? 
 b. According to Modigliani & Miller, what is the likely increase in market value per 
share of the firm after the announcement,    i) assuming efficient markets   
  ii) markets are not efficient? 
 
 c. How many shares will the company be able to repurchase? 
            
                         (Marks: 15) 
Question 3 
 
Trojan Corporation is attempting to determine whether to lease or purchase a new telephone 
system. The firm is in the 40% tax bracket, and its after-tax cost of debt is currently 4.5%. The 
terms of the lease and the purchase are as follows: 
 
 Lease. Annual beginning-of-year lease payments of $22,000 are required over the 5-year life 
of the lease. The lessee will exercise its option to purchase the asset for $30,000, to be paid 
along with the final lease payment. 
 Purchase. The $100,000 cost of the telephone system can be financed entirely with a 7.5% 
loan requiring annual end-of-year payments of $24,716 for five years. The firm in this case 
will depreciate the equipment using the straight-line method over five years The firm plans to 
keep the equipment and use it beyond its 5-year recovery period. 
 Required: 
 a. Calculate the after-tax cash outflows associated with each alternative. 
 b. Calculate the present value of each cash outflow stream using the after-tax cost of debt. 
 c. Which alternative—lease or purchase—would you recommend? Why? 
 
           (Marks: 20) 
Question 4 
What is the importance to an individual of understanding time value of money 
concepts? For a corporate manager? Under what circumstance would the time value of 
money be irrelevant? 
           (Marks 5) 
